
st~~k-B.~ed compensation 

AS permitted bY PASB Statement NO. 123, Accounting for Stock-Based Compensation 
("Statement 123"), the Company has elected to follow Accounting Principles Board 

Opinion No. 25, AcCou"ti"g for Stock Issued to EmpLoyees ("APB 25") and related 
interpretations in accounting for its employee stock-based compensation. Under 
APB 25, no compensation expense iS recognized at the time of option grant if the 
exercise price of the employee stock option is fixed and equals or exceeds the 
fair market value of the underlying common stock on the date of grant, and the 
number of shares ro be issued pursuant to the exercise of such option are know" 
and fixed at the grant date. As more fully described in Note 8, the Company's 
outstanding stock options are not considered fixed options under APB 25. The 
Company accounts for "on-employee stock-based compensation in accordance with 
Statement 123. 

Segment Reporting 

In 1998, the Company adopted PASB Statement No. 131, Disclosures About Segments 
of an Enterprise and Related Information ('Statement 131"). Statement 131 uses a 
managemenr approach to report financial and descriptive information about s" 
e"Iity's operating segments. Operating segments are revenue-producing components 
of a" enterprise for which separate financial information is produced internally 
for the entity's chief operating decision maker. Under this definition, the 
Company operated within a single segment for all periods presented. 

Start-up Activities 

I" 1999, the Company adopted Statement of Position 98-5, Reporting on the Costs 
of Start-Up Activities, which requires costs of stsxt-up activities to be 
expensed as incurred. This statement had no effect on the Company's results Of 
operations or financial position, because the Company expensed such costs in 
prior Years. 

Recently Issued Accounting PrOnoUnCements 

I" June 1998, the Financial Accounting Standards Board issued Statement No. 133 
I"StatemenC 133”). Accounting for Derivative Instruments and Hedging Activities, 

which will require the Company to recognize all derivatives on the balance sheet 
at fair value. The Company will be required to adopt Statement 133, as amended 
by Statement No. 137 which defers the effective dare, as Of January 1, 2001. 
Derivatives that are not hedges must be adjusted to fair value through income. 
If the derivative is a hedge, depending on the nature of the hedge, changes in 
the fair value of derivarlves will either be offset against the change in fair 
value of the hedged assets, liabilities, or firm commitments through earnings or 
recognized in other comprehensive income until the hedged item is recognized in 
earninqs. The ineffective portion of a derivative's change in fair value will be 
immediately recognized in earnings. The Company has not yet determined what the 
effect Of statement 
company. 

133 will be on the earnings and financial position of the 

In December 1999, the Securities and Exchange Commission issued Staff Accounting 
Bulletin NO. 101 ("SAB 101"). Revenue Recognition in Financial Statements. SAB 
101 provides additional guidance in applying generally accepted accounting 
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principles to revenue recognition in financial statements. In 1999 and previous 
years. the Company recognized installation revenue 
installation. 

upon completion of the 
Effective January 1. 2000, in accordance with the provisions of 

SAB 101, the Company will begin deferring installation revenue over the life of 
the contract. The Company estimates the effect of this change will be a 
reduction of revenue of approximately $2.2 million and will be reported ss a 
cumulative effect of a change in accounting principle in the Company's interim 
unaudited consolidated financial Statements for the period ended March 31, 2000. 

Reclassifications 

Certain reclassifications have been made to the 1997 and 1998 consolidated 
financial statements to conform with the 1999 presentation. 
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3. NETWORKS AND EWIPMENT 

Networks and equipment are comprised of the following: 

costs capitalized during the development of the Company's networks include 
amo""ts incurred related to network engineering, design and construction and 
capitalized interest. Capitalized interest related to the construction of the 
networks during the years ended December 31, 1997, 1998 and 1999 amounted to, 
$054,000, $5,133,000 and 56,635,000, respectively. 

For the years ended December 31, 1997, 1998 and 1999, depreciation expense was 
52.122.000, $8.284.000 and 527.723.000. respectively. 

4. INTANGIBLE ASSETS 

Intangible assets are comprised of the following: 

DECEMBER 31 
1998 1999 

-_____________________________ 
(in thousands) 

Franchise co5f.s ................................ 5 1,690 s 2,015 
Authorizations and rights-of-ways .............. 1,455 2,052 
Building access agreements and other ........... 480 637 
Other 582 .......................................... 401 

__________-___________________ 

Le$s accumulated amortization.................. 
4,207 5,105 

(1.378) 11.5031 
_______________--__-__________ 

5 2.829 $ 3,602 
=========P=========E-===-==-=- 
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5. ACCRUED EXPENSES 

Accrued expenses are comprised of the following: 

DECEMBER 31 
1998 1999 

(in thousands) 

Accrued compensation............................ 
Accrued costs related to financing activities... 
Accrued interest payable........................ 
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$4,436 
380 
162 

$11,423 
7,316 
a.544 
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Accrued teleccmmunications costs................ 565 3,794 
Other accrued expenses.......................... 3,644 5,970 

S=I=*~==__------EES==~=~=~~~~~~ --_--- 
$9,187 537,047 

==~======E~=---- ----sPa=s== s======= 

6. LONG-TERM DEBT 

Senior Secured Credit Facility 

on December 22, 1998. mc Telecom. KMC Telecom II and KMC Telecom of Virginia 
(the "Subsidiary Borrowers"). refinanced and expanded the Amended and Restated 
Loan end Securiry Agreement (the "AT&T Facility"1 by entering into a Loan and 
security Agreement (the "Senior Secured Credit Facility'1 with Ne~courr 
Commercial Finance Corp. ("Newcourt"1, First Dnion National Bank, General 
Electric Capital Corporation ("GECC"l and Canadian Imperial Bank of Commerce 
(the "Creditors"1. Under the Senior Secured Credit Facility, the Creditors 
agreed to lend the Subsidiary Borrowers up to an aggregate of $250 million 
initially to be used for the construction and expansion of fiber optic 
telecommunications networks in certain markets and for payment of transaction 
fees and espenses and, subject ro the attainment of certain financial 
conditions, for working capital and general corporate purposes. 

The Senior Secured Credit Facility includes a 5175 million eight year revolving 
loan and a $75 million eight and one half year term loan. At December 31, 1998 
and 1999, an aggregate of $41.4 and $235.0 million, respectively, was 
outstanding under this facility. 

As discussed further in Note 18, the Subsidiary Borrowers and KMC Telecom III 
amended, restated and combined the Senior Secured Credit Facility and the Lucent 
Loan and Security Agreement during the first quarter of 2000. 

Borrowings under the Senior Secured Credit Facility bear interest payable at the 
Subsidiary Borrowers' option, at IaJ the "Applicable Base Rate Margin" (which 
generally ranges from 1.75% to 3.25%) plus the greater of (i) the administrative 
agent's prime rate 01 (iI1 the overnighr federal funds rate plus .55 or (b) the 
"Applicable LISOR Margin" (which generally ranges from 2.75% to 4.256) plus 
LISOR, as defined. Inferesr on borrowings outstanding at December 31, 1999 was 
based "n both the base rafe and LISOR. The Subsidiary Borrowers were being 
charged a WighEed-average ,interest ,rate of 9.30% and 10.26% at December 31, 
1998 and 1999, respectively. The Subsidiary Borrowers must pay an annual 
commltmenc fee on the unused portion of the Sensor Secured Credit Facility 
ranging from .75i tc 1.258. 

The Senior Secured Credit facility contains a number of affirmative and negative 
cO"e"a"ts including, among others, covenants restricting the ability of the 
Subsidiary Borrowers to consolidate or merge with any person, se11 or lease 
aeeets not in the ordinary course of business, 
leases of dark fiber, 

sell or enter into long term 
redeem stock, pay dividends or make any other payments 

Iincluding payments of prin~cipal or interest on loans) to KMC Holdings, create 
subsidiaries, transfer any permits or licenses, or incur additional indebtedness 
or act as guarantor for the debt of any person, subject to certain conditions. 

The Subsidiary Bosrowers are required to comply with certain financial tests end 
maintain certain financial ratios, including, among others, a ratio of total 
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debt to contributed capital, certain minimum revenues, maximum EBITDA losses and 
minimum EBITDA, maximum capital expenditures and minimum access lines. a maximum 
total leverage ratio, a minimum debt service coverage ratio, a minimum fixed 
charge coverage ratio end a maximum consolidated leverage ratio. 

The Company obzalned a waiver of compliance, for the quart~er ended September 30, 
1999, with certain financial covenants (related to revenue and EBITDA) contained 
in the Senior Secured Credit Facility. In addition, the EBITDA Covenant was 
amended for the fourth quarter of 1999 through the fourth quarter of 2000 and 
the revenue covenant was amended for the fourth quarter of 1999 through the 
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first gu~eter of 200: TO less resfricrive a"o"ncs. AS Of December 31, 1999, the 
subsidrary Borrowers were in compliance with the covenants, as amended. 

iucent LOan and security Agreement 

mc Telecom III entered into a Loan' end Security Agreement (the "LUCZIX 
Facility") dated February 4. 1999 with Lucent Technologies Inc. ("Lucent") which 
provides for borrowings to be used to fund the acquisition of terrain 
telecommunications equipment and related expenses. The Lucent Facility provides 
for an aggregate commitment of up to 5600 million, of which 5250 million is 
available et December 31, 1999 to purchase Lucent producrs. Further, up to an 
additional $350 million will be available upon (a) additional lenders 
participating in the Lucent Facility and making commitments to make loans so 
that Lucent's aggregate commitment does not exceed $250 million and (b) the 
Company satisfying certain other requirements, the most significant of which is 
KMC Holdings raising and contributing at least 5300 million in high yield debt 
or equity (other than disqualified stock) to KMC Telecom III. The Lucent 
Facility places certain restrictions upon KMC Telecom III's ability to purchase 
non-Lucent equipment with proceeds from such facility. At December 31, 1999, no 
amounts had been borrowed under the Lucent Facility. 

As discussed further in Note IS, the Subsidiary Borrowers and KMC Telecom Iii 
amended, restated and combined the Senior Secured Credit Facility and the Lucen~ 
Loan and Security Agreement during the first quarter of 2000. 

Interest on borrowings under the Lucenr Facility is charged, at the option of 
KMC Telecom III, at~a floating rdte of LIBOR plus the "Applicable LIBOR Margin", 
or at an alternative base rate plus the "Applicable Base Rate Margin" IFi.9 
defined). Such margins will be increased by 0.25% until KMC Telecom III end its 
subsidiaries have completed systems in fourteen markets. 

The Lucent Facility contains a number of affirmative and negative covenants 
including, among others, covenants restricting the ability of KMC Telecom III to 
consolidate or merge with any person, 
course of business, 

sell or lease assets not in the ordinary 

redeem stock, 
sell or enter into any long-term leases of dark fiber, 

pay dividends or make any other payments 
principal or interest on loans1 to KMC Holdings, 

(including payments of 
create subsidiaries, transfer 

any permits or licenses, or incur additional 
for the debt of any other person, 

indebtedness or act as guarantor 
subject to certain conditions. 

KMC Telecom III is required to comply with certain financial tests and maintain 
certain financial ratios, including, among others, a ratio of total debt to 
contributed capital, certain minimum revenues, maximum EBITDA losses and minimum 
EBITDA, maximum capital expenditures and minimum access lines, a maximum total 
leverage ratio, a minimum debt service coverage ratio. a minimum fixed charge 
coverage ratio and a maximum consolidated leverage ratio. 

Senior Discount Notes 

On January 29, 1998, KMC Holdings sold 460,600 units, each unit consisting of a 
12 l/2% senior discount note with a principal amount at maturity of $1,000 due 
2008 pursuant to the Senior Discount Note Indenture between KMC Holdings and the 
Chase Manhattan Bank, as trustee (the "Senior Discount 
to purchase 

Notes", and one "arrant 
.21785 shares of Common Stock of KMC Holdings at an exercise price 

of $.Ol per share. The gross and net proceeds of the offering were approximately 
5250 million and $236.4 million, respectively. A substantial portion of the net 
proceeds of the off&ring have been loaned by KMC Holdings to its 
0" A"g"St 11, 

subsidiaries. 
1998. KMC Holdings exchanged the notes issued on January 29, 1998 

for $460.9 million aggregate principal amount pt maturity of notes that had been 
registered under the Securities Act of 1933 (as used below and elsewhere herein, 
"Senior DisCount Notes" includes the Original notes and the exchange notes). 

The senior Discount, Notes are unsecured, unsubordinated obligations of the 
Company and mature on February 15, 2008. The Senior Discount Notes were sold at 
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a substantial discount from their principal amount at maturity, 
not be any payment of interest on the Senior 

-- .  ..- -“--‘I, and there will “I.” LI IFIF .,&AL 

Discount Notes prior to August 15, ---ant Notes prior to August 15, 
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2003, The Senior Discoun: Notes will fully ecC=ete t0 face value on February 15, 
2003. prom and after February 15. 2003, the Senior Discount Notes will be?.; 
Interest, which will be payable in cash, at the rate of 12.5% per ann"m on 
february 15 and August 15 of each year. commencing August 15, 2003. The Company 
is accreting the inirial carrying value of the Senior Discount NOteS t0 their 
;;g;;yre face value over the term of the debt at its effective interest rate of 

The Senior Discount Notes are redeemable, at the Company's option, in whole or 
in part, ,,n or afrer February 15, 2003 and Prior to maturity. et redemption 
prices equal to 106.255 of the aggregate principal amount et maturity, plus 
accrued and unpaid interest, if any, to the redemption date, declining to 100% 
of the aggregate principal amount at maturity, plus accrued and unpaid inrerest 
as of February 15, 2006. 

In addition, at any time prior to April 15, 2000, the Company may redeem up to 
35% of the aggregate principal amount at maturity of the Senior Discount Notes 
with the net proceeds from the sale of common equity at a redemption price of 
112.50% of their accreted value on the redemption date. 

The indebtedness evidenced by the Senior Discount Notes ranks pari passu in 
right of payment with all existing and future unsubordinared, unsecured 
indebtedness of KMC Holdings and senior in right of payment to all existing and 
future subordinated indebtedness of KMC Holdings. However, KMC Holdings is a 
holding company and the Senior Discount Notes are. therefore, effectively 
subordinated to all existing and future liabilities (including trade payables) 
of its subsidiaries. 

within 30 days of the occurrence of e Change Of Control (as defined in the 
Senior Discount Note IndentureI, the Company must offer to purchase for cash all 
Senior Discount Notes then outstanding at a purchase price equal to 101% of the 
accreted value thereof, plus accrued interest. The Company's ability to comply 
with this requirement is subject to certain restrictions contained in the Senior 
Secured credit Facility. 

The Senior Discount Note Indenture contains events of default, including, but 
not limited to, li) defaulrs in the payment of principal, premium or interest, 
(ii) defaults in compliance with covenants contained in the Senior Discount Note 
Indenture, (iii1 cross defaults on more than 55 million of other indebtedness, 
(iv) failure to pay more than $5 million of judgmen:s that have not been Stayed 
by appeal or otherwise and (v) the bankruptcy of KMC Holdings or certain of its 
subsidiaries. 

The Senior Discount Nore Indenture restricts, among other things, the ability of 
KMC Holdings to incur additional indebtedness, create liens, engage in 
sale-leaseback 'transactions, pay dividends or make distributions in respect of 
capital stock, make investments or certain other restricted payments, se11 
assets of KMC Holdings, redeem capital stock, issue or sell stock of restricted 
subsidiaries, enter into transactions with stockholders or affiliates or effect 
a consolidation pr merger. The Senior Discount Note Indenture permits KMC~ 
Holdings' subsidiaries to be deemed unrestricted subsidiaries end, thus, not 
subject to the restrictions of the Senior Discount Note Indenture. 

The Senior Discount Notes are "applicable high yield discount obligations" 
~"AHYDOs"~, as defined in the Internal Revenue Code of 1996, es emended. Under 
the rules applicable,ro AHYDOe, a portion of the original issue discount ("DID") 
that accTues on the Senior Discount Notes will not be deductible by the Company 
at any time. Any remaining OID on the Senior Discount Notes will not be 
deductible by the Company until such OID is paid.' 

Senior Notes 

On May 24, 1999, KMC Holdings issued $275.0 million aggregate principal amount 
of 13 l/2% Senior Notes due 2009. on December 30, 1999, 
the notes issued on May 24, 1999 for 5275.0 million 

KMC Holdings exchanged 

Of notes that had been registered under the 
aggregate principal amount 

Securities Act of 1933 (as used 
below and elsewhere herein, 
exchange notes). 

"Senior Notes" includes the original notes end the 
Interest On the Senior Notes is payable semi-annually in cash 

0" May 15 and No”ember 15 of each year, beginning November 15, 1999. A portion 
of the proceeds from the offering of the Senior 
portfolio of U.S. 

Notes was used to purchase a 
government securities that were pledged as security for the 
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firs’; ~1): inreeesc paynencs on the Senior Notes. 

The Senior ~otee are redeemable, at the Company's option, in whole or in Par:, 
03 01 after my 15, 2004 and prior to matUritY. at redemption. prices equai to 
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106.75% of the aggregate principal amount at maturity. plus accrued and ""pad 
interest, if any, to the redemption date, declining to 100% of the aggregate 
principal amount at maturity, plus accrued and unpaid interest as of May 15, 
2007. 

I" addition, at any time prior to May 15, 2002, the Company may redeem up to 35'. 
of the aggregate principal amou"t at maturity of the Senior Notes with the "et 
proceeds from the sale of common equity et a redemption price of 113.5% of the 
principal amount on such date plue accrued and unpaid interest. Upon e change of 
control (as defined in the Senior Note Indenture), the Company "wet offer to 
purchase for cash the Senior Notes at a purchase price equal to 101% of the 
principal amount, plus accrued interest. The Company's ability to comply with 
this requirement is subject to certain restrictions contained in the Senior 
Secured Credit Facility. 

The Senior Notee. were guaranteed by KMC Telecom Financing, Inc., a wholly-owned 
subsidiary. The Senior Notes axe senior, unsecured unsuboedinated obligations of 
KMC Holdings and sank pari passu in right of payment with all existing and 
future unsubordinated, unsecured indebtedness of KMC Holdinge and senior in 
eight of payment to all of existing and future subordinated indebtedness of KMC 
Holdings. However, KMC Holdings is a holding company and the Senior Notes. are, 
therefore, effectively subordinated to all existing and future liabilifles 
!includl"g trade payables), of its subsidiaries. 

The Senior Note Indenture contains certain covenants that, among other things, 
lllllif the Company's ability to incur additional indebtedness, engage in 
sale-leaseback transactions, pay dividends or make certain other distributions, 
se11 eesete, redeem capital stock, effect a consolidation or merger of KMC 
Telecom Holdings, 1°C. and enter into transactions with stockholders and 
affiliares and create liens on our assets. 

7. INTEREST RATE SNAP AGREEMENT 

The Company has entered into a" interest rate swap agreement with a coMnercia1 
bank to reduce the impact of changes in interes: rates on a portion of its 
oursrending variable rate debt. The agreement effectively fixes the Compeny's 
interest rate 0" $125 million of the outstanding variable rate borrowings under 
the Senior Secured Credit Facility due 2097. The interest rate swap agreement 
terminates in April 2004. The Company is exposed to credit loss i" the event of 
nonperformance by the other party to the interest rate swap agreement. HOWeYer, 
the Company does not anticipate nonperformance by the counterparty. 

8. REDEEMABLE AND NONREDEEMASLE EQUITY 

KMC Telecom Preferred Stock 

on January 21, 1997,’ certain convertible notes were converted into 123,800 
shares of Series A Ctimulative Convertible Preferred Stock of KMC Telecom with en 
aggregate liquidation value of $12.380.000. Effective September 22, 1997, all of 
the shares of Series A Cumulative Convertible Preferred Stock of KMC Telecom 
Were exchanged fOI a" equal number of shares of Series A Cumulative Convertible 
Preferred Stock of KMC Holdings. 

Pursuant to an agreement with Nassau, all dividends accumulated on the Series A 
CUmuletive Convertible Preferred Stock of KMC Telecom through September 22, 1997 
i~5~2~000) Were paid upon the closing of KMC Holdings', iesuance of Senior 
Discount Notes and warrants on January 29, lg9S. 

Series E Preferred Stock 

0" February 4, 1999, the ComPenY issued 25,000 shares of Series E Senior 
Redeemable, Exchangeable, PIX Preferred Stock (the "Series E Preferred Stock') 
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rc Newcourt Finance. generating aggregate gross proceeds of $22.9 million. On 
April 30, 1999, the Company issued an additional 35,000 shares of Series E 
Preferred Stock for gross proceeds of 525.9 million. The Series E Preferred 
stock has a liquidation preference of 51,000 per share and an annuai dividend 
equal to 14.5% of the liquidation preference, payable quarterly. On or before 
January 15, 2004, the Company may pay dividends in cash or in additional fully 
paid and nonassessable shares of Series E Preferred Stock. After January 15, 
2004, dividends must be paid in cash. subject to certain conditions. Unpaid 
dividends accrue at the dividend rate of the Series E Preferred Stock, 
compounded quarterly. During 1999, the Company issued 5,004 shares of Series E 
Preferred Stock to pay the dividends due. 

The series E Preferred Stock must be redeemed on February 1, 2011, subject to 
the legal availability of funds therefor. et a redemption price, payable in 
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cash,,equal to the liquidation preference thereof on the redemption date. plus 
all accumulated and unpaid dividends to the date of redemption. After April 15, 
2004, the Series E Preferred Stock may be redeemed, in whole or in part, at the 
op';ion of the Company, at a redemption price equal to 110% of the liquidation 
preference of the Series E Preferred Stock plus all accrued and unpaid dividends 
to the date of redemption. The redemption price declines to an amount equal to 
100% of the liquidation preference yes of April 15, 2007. 

In addition, on or prior to April 15, 2002, the Company may, at its option, 
redeem up to 35% of the aggregate liquidation preference of Series E Preferred 
Stock with the proceeds of sales of its capital stock et a redemption price 
equal to 110% of the liquidation preference on the redemption date plus accrued 
and unpaid dividends. 

The holders of Series E Preferred Stock have voting rights in certain 
cvxumstances. Upon the occurrence of a change of control, the Company will be 
required to make an offer to repurchase the Series E Preferred Stock for cash at 
a purchase price of 101% of the liquidation preference thereof, together with 
a11 accumulated and unpaid dividends to the date of purchase. 

The Series E Preferred Stock is not convertible. The Company may, at the sole 
option of the Board of Directors (out of funds legally available), exchange all, 
but not less than all, 
including any shares of 

of the Series E Preferred Stock then outstanding, 
Series E for 

dividends, 
Preferred Stock issued as payment 

for a new series of subordinated debentures (the "Exchange 
Debentures") issued pursuant to an exchange debenture indenture. The holders of 
Series E Preferred Stock are entitled to 
exchange, 

receive on the date of any such 
Exchange Debentures having an aggregate principal amount equal to (i) 

the total of the liquidation preference for each share of Series E Preferred 
Stock exchanged, plus (ii1 an amount equal to all accrued but unpaid dividends 
payable on Such share. 

Series F Preferred Stock 

On February 4, 1999, the Company issued 40,000 shares of Series F Senior 
Redeemable, Exchangeable, 
to Lucent and Newcourt 

PIK Preferred Stock (the "Series F Preferred Stock") 
Finance, generating aggregate gross proceeds of $38.9 

million. The Series? Preferred Stock has a liquidation preference of $1,000 per 
share and an annual dividend 
payable quarterly. 

equal to 14.5% of the liquidation preference, 
The Company may pay dividends in cash or in additional fully 

paid and nonassessable shares of Series F Preferred Stock. During 1999, the 
Company issued 4.177 Shares of Series F Preferred Stock to pay the dividends due 
for such period. 

The Series F Preferred Stock may be redeemed at any time, 
at the option of the Company, 

in whole or in part, 

liquidation preference on the 
at a. redemption price equal to 110% of the 

redemption date plus an amount in cash equal to 
all accrued end unpaid dividends thereon to the redemption date. 
occurrence of a change of control, 

Upon the 
the Company will be required to make en offer 

to Purchase the Series F Preferred Stock for cash at a purchase price of 11~1% of 
the liquidation preference thereof, 
dividends to the date of purchase. 

together with all accumulated and unpaid 
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the holders o: series F Preferred Stock have wring rights under cerui" 
circmscances. 

upon the earlier of (i) the date that is sixty days after the date on which the 
Company closes a" underwritten primary bffering of at least 5200 million of its 
common Stock, pursuant to a" effective registration statement under the 
Securities Act or (ii) February 4, 2001. any outstanding Series F Preferred 
Stock will automatically convert into Series E Preferred Stock, on a one for one 
basis. 

The Company may, at the sole option of the Board of Directors lout of funds 
legally available). exchange all, but not less than all, of the Series F 
Preferred stock then outstanding, including any shares of Series F Preferred 
stock issued as payment for dividends, for Exchange Debentures. The holders of 
series F Preferred Stock are entitled to receive on the date of any such 
exchange, Exchange Debentures having an aggregate principal amount equal to (i) 
the total of the liquidation preference for each share of Series F Preferred 
Stock exchanged, plus Iii1 a" amount equal to all accrued but unpaid dividends 
payable on such share. 

Series A Preferred Stock 

There are 123,800 shares of Series A Cumulative Convertible Preferred Stock of 
KMC Holdings ("Series A Preferred Stock"1 authorized end outstanding. Such stock 
was issued to two entities, Nassau capital Partners, L.P. and NAS Partners 1 
L.L.C. ("Nassau Capital" and "Nassau Partners", respectively, collectively 
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referred to as "Nassau") in January 1997 upon the conversions of certain notes 
payable and related accrued interest due to Nassau aggregating 512,380,OOO. 
series A Preferred Stock has a liquidation preference of $100 per share and an 
annual dividend equal to .7.0% of the liquidation preference, payable quarterly, 
when and if declared by xhe Board of Directors out of funds legally available 
therefor. Unpaid dividends accumulate and the unpaid amount increases at the 
annual rate Of 7.06, compounded quarterly. All accumulated but unpaid dividends 
will be paid upon the occurrence of a Realization Event (defineo as (i) a" 
initial public offering with gross proceeds of at least $40 million or (ii) sale 
of substantially all the assets or stock of the Company or the merger or 
consolidation of the Company into one or more other corporations). AS of 
December 31, ,1999, dividends in arrears on the Series A Preferred Stock 
aggregated $?,116,000. Notwithstanding the foregoing, pursuant to a" agreement 
among Nassau and the Company, NsSss" has agreed to forego the payment of 
dividends from September 22, 1991 through the date on which Nassau disposes of 
its interest in the Company; provided that at the time of such disposition, 
Nassau has received not less rhan a 10% annual compound rate of return during 
the period it held the Series A Preferred Stock. 

Series A Preferred Stock is convertible into Common Stock at a conversion price 
equal to $20.63 per share of Xommo" Stock, subject to adjustment 
occurrence of certain events. 

upon the 
Holders of Series A Preferred Stock may convert 

all or part of such shares to Common Stock. Upon conversion, 
aforementioned agreement to forego the payment of dividends, 

subject to the 
the holders are 

entitled to receive.a cash payment of the accumulated but unpaid dividends; 
provided, however, that the Company may substitute common shares having a fair 
market value equal to the amou"t of such cash payment if the conversion occurs 
before a RealiZatiO" Event. Series A Preferred Stock will automatically convert 
into Common Stock lipon the occurrence of a Qualified Public Offering (defined as 
the first sale of Common Stock pursuant to a registration statement filed under 
the Securities Act of 1933 in which the Company receives gross proceeds of at 
least 540 million, provided that the per share price at which such shares are 
sold in such offering is at least four times the conversion price of the Series 
A Preferred Stock,. 

The holders of Series A Preferred stock, 
Company's Certificate of Incorporation, 

except as otherwise provided in the 

voted on by holders of Common Stock. 
are entitled to vote on all matters 

Each share of Series A Preferred Stock is 
entitled to a number of votes equal to the "umber of shares of Common Stock'into 
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which such share is convertible. Without the prior consent of two-thirds of the 
shares of Series A Preferred Stock. among other things, the Company may nor 
increase the number of shares of preferred stock (of whatever series) authorized 
for issuance, or declare or pay any dividends on shares of Common Stock 0: other 
junior shares. As discussed under "Redemption Rights" below, the holders of 
Series A Preferred Stock have certain redemption rights. Accordingly, such stock 
has been reflected as redeemable equity in the accompanying financial 
st*tem**t*. 

Series C Preferred Stock 

There are 350,000 shares of Series C Cumulative Convertible Preferred Stock of 
KMC Holdings ("Series C Preferred Stock") authorized, of which 175,000 shares 
are outstanding at December 31, 1999. 150,000 of such shares were issued in 
November 1997, generating aggregate gross proceeds of 515 million end the 
remaining 25,000 shares were issued in January 1998 upon the conversion of an 
equal number of shares of Series D Preferred Stock. Series C Preferred Stock has 
a liquidation preference of $100 per share and an annual dividend equal to 7.0% 
of the liquidation preference, payable quarterly, when and if declared by the 
Board of Directors out of funds legally available therefor. Unpaid dividends 
accumulate and the unpaid amount increases et the annual rate of 7.0%. 
compounded quarterly. All accumulated but unpaid dividends will be paid upon the 
occurrence of a Realization Event. As of December 31. 1999, dividends in arrears 
on the Series C Preferred Stock aggregated $2.821.000. Notwithstanding the 
foregoing, pursuant to the Purchase Agreement among the Company, Nassa", GECC 
end First Union Corp. ("First Union"). each current holder of Series C Preferred 
Stock has agreed to forego the payment of dividends chat accumulate during the 
period from issuance through the date on which such holder disposes of its 
interest in the Company: provided that at the time of such disposition, it has 
received not less then a 101 annual compound rate of return during such period. 

Series C Preferred Stock is convertible into Common Stock at a conversion price 
equal to (il from the date of initial issuance to the date which is 30 months 
after the date of such initial issuance, 552.50 per share of Common Stock end 
(ii) from and after the date which is 30 months after the date of initial 
issuance, $42.18; provided that both such amounts are subject to adjustment upon 
the occurrence of certain events. Holders of Series C Preferred Stock may 
convert all Or part Of such shares to Common Stock. Dpon conversion, subject to 
the aforementioned agreement to forego the payment of dividends, the holders are 
entitled to receive a cash payment of the accumulated but unpaid dividends; 
provided, however, thar: the Company may substitute common shares having a fair 
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market value equal to the amount of such cash payment if the conversion occurs 
before a Realization Event. Series C Preferred Stock will automatically Convert 
into Common Stock upon the occurrence Of a Qualified Public Offering. 

The holders of Series C Preferred Stock, 
Company's Certificate 'of Incorporation. 

except~as otherwise provided in the 
are entitled to vote on all matters 

"oted on by holders Of Common Stock. Each share of Series C Preferred Stock is 
entitled to a number Of votes equal to the number Of shares of Comon Stock into 
which such share is convertible. Without the prior coneent of two-thirds of the 
shares of Series C Preferred Stock, among other things, the Company may not 
increase the number df shares of preferred stock (of whatever series) authorized 
for issuance, or declare or pay any dividends on shares of Common Stock or other 
junior shares. As discussed under "Redemption Rights" below, the holders of 
Series C Preferred Stock have,~ certain redemption rights. Accordingly, such stock 
has been reflected as redeemable financial 
sratelne"ts. 

equity in the accompanying 

The Series C Preferred Stock is subject to redemption at the option of the 
Company, in whole but nor in part, in connection with en "Acquisition Event." An 
Acquisition Event is defined to mean any merger or consolidation of the Compeny 
with any other company, person or entity, whether or not the Company is the 
surviving entity, as s result Of which the holders of the Company's Common Stock 
(determined on e fully diluted basis) will hold less than a majority of the 
outstanding shares of Common Stock or other equity interest of the Company, 
person or entity resulting from such transaction, Or any parent of s"ch entity. 
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Series D Preferred Stock 

~~~~~ ere 25,r~oo eharee of Series D cumulative Convertible Preferred Stock OS 
KMC Holdings ('*Series D Preferred Stock"1 authorized, "one of which are 
outstanding at December 31, 1999. There were 25,000 of such shares issued to 
Nassau in November 1997, generating aggregate gross proceeds of $2.5 million. In 
January 1998, Nassau exercised its conversion rights and converted all of its 
shares of Series D Preferred Stock into a" equal number of shares of Series C 
Preferred Stock. 

conmton Stock 

Holders of Common stock of the Company are entitled to one vote for each share 
held on all matters submirted to a vote of stockholders, except with respect to 
the election of Directors. Except as ocherwise required by law, actions at the 
Company's stockholders meetings (held at least annually), require the 
affirmative vote of a majority of the shares represented at the meeting, a 
quorum being present. Holders of Common Stock are entitled, subject to the 
preferences of preferred Stock, to receive such dividends, if any, as may be 
declared by the Board of Directors out of funds legally available therefor. The 
Senior Discount Note Indenture and the Company's other indebtedness restrict the 
ability of the Company to pay dividends on its Common Stock. without the prior 
consent of two-thirds of the shares of series A Preferred Stock and two-thirds 
of the shares of Series C Preferred Stock, the Company may not declare or pay 
any dividends on its Common Stock. Except es discussed under "Redemption Rights" 
below, the holders of Common Stock have no preemptive. redemption or conversion 
rights. 

Pursuant to provisions contained in the Company's Certificate of Incorporation 
and a" Amended and Restated Stockholders Agreement dated es of October 31, 1997, 
among the Compa"y. Kamine. Nassau, Newcourt Communications Finance Corp., GECC, 
and First Union (the "Stockholders' Agreement"), until Kamine and Nassau cease 
to own Common Stock or preferred stock convertible into Common Stock 
representing at least five percent of the outstanding shares of Common stock, 
assuming all convertible securities are comerred, Kamine and Nassau have 
special rights entitling each to elect three Directors. A Director elected by 
Kamine's shares or Nassau's shares may not be removed except -with the 
affirmative vote of a majority of the applicable shares of capital stock. If 
Kamine or Nassau transfer their shares of capital stock, the "umber of Directors 
their shares are entitled to elect decreases. The "umber of Directors which 
Kamine is entitled to elect would be reduced to two if the "umber of shares 
owned by him were to fall below two-thirds of the number of shares of the 
Company Initially issued to him, and to one if the "umber of shares owned by him 
were to fall below one-third of the "umber of shares initially issued to him. If 
his ownership were to fall below 5% of the number of shares initially issued to 
him, Kamine would no longer be entitled to elect any Directors pursuant to such 
provisions. Comparable reductions would be made to the number of Directors which 
NBSSBU is entitled to elect if its ownership were to fall below the specified 
percentages. DireCtOx other than those elected by vote of Kamine's shares or 
Nassau's shares are elected by holders of Common Stock and holders of preferred 
stock that are entitled to vote in the election of Directors. If a default 
relating to payment occurs under the Senior Secured Credit Facility and 
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continues uncured fbr 90 days, the holders of Series C Preferred Stock 
lcurrently Nassau, GECC and First Union) are entitled to elect two additional 
Directors, who will serve Until the default is cured. 

Redemption Rights 

Pursuant to a stockholders agreement, certain of the Company's stockholders and 
warrant holders have "put rights" entitling them to have the Company repurchase 
their preferred and common shares and redeemable common stock warrants for the 
fur value of such securities if no Liquidity Event ldefined es (i) a" initial 
public offering with gross proceeds of at least $40 million, 
substantially all of the stock or eseets of the 

Iii) the sale of 
Company or (iii) the merger or 

consolidation of the Company with one or more other corporations) has take" 
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place b; the later Of IX' Ocrober 2:. 7.003 or (yl 90 days after the final 
marurity date .of the Senior Discount: Notes. The restrictive covenants of the 
Senior Discount Notes limit the Company's ability to repurchase such securities. 
A:? of the securities subject to such "put rights" are presented es redeemable 
eqoity in the accompanying balance sheets. 

The redeemable preferred stock, redeemable common stock and redeemable common 
stock warrants, which are subject to the stockholders agreement, are being 
eccreted up to their fair market values from their respective issuance dates to 
their earliest potential redemption date (October 22, 20031. At December 31, 
1999, the aggregate redemption value of the redeemable equity was approximately 
$320 million, reflecting per share redemption amounts of $1,212 for the Series A 
Preferred Stock. $476 for the Series C Preferred Stock and $250 for the 
redeemeble common stock and redeemable common stock warrants. 

warrant* 

I" connection with KMC Telecom's 1996 Loan and Security Agreement, warrants 
representing a 2.5% ownership interest in the fully diluted common voting 
capital stock of KMC Telecom, including anti-dilution protection, were granted 
to the lenders. These warrants, at an exercise price of 5.01 per share, were 
issued on January 21, 1997, concurrent with the initial borrowing under the AT&T 
Facility, at which date the fair value of stich wetrants was determined to be 
$1.5 million, which was reflected as a charge to deferred financing costs end 
credited to redeemable equity in January 1997. On September 22, 1997, such 
warrants were exercised, and an aggregate of 28.000 shares of Class A Common 
stock of KMC Telecom were issued to the warrant holders. These shares were 
subsequently exchanged for an equal number of shares of common stock of KMC 
Holdings. 

In connection with the AT&T Facility, warrants to purchase 10,000 shares of 
Common Stock were issued to GECC in 1997. These warrants, at an exercise price 
Of S.01 per share. are exercisable from issuance through January 21, 2005. The 
fair value of such warrants was determined to be $525,000, which was reflected 
es a charge to deferred financing costs and credited to redeemable equity. 
Pursuant to the Stockholders' Agreement, GECC may put the shares of Common Stock 
issuable upon the exercise of such warrants back to the Company. These warrants 
have been presented as redeemable common stock warrants in the accompanying 
balance sheet at December 31, 1999. 

In connection with the sale of Senior Discount Notes in January 1999, the 
Company issued warrants to purchase an aggregate of 100,395 shares of cmmon 
Stock at an exercise price of 5.01 pet share. The "et proceeds of 510,446,OOO 
represented the fair value of the warrants ar the date of is.$ua"ce. The warrents 
are exercisable through January 2008. 

I" connection with the February 4, 1999 issuances of the Series E Preferred 
Stock end the series F Preferred Stock, WarrSntS to purchase an aggregate of 
24,660 shares of Common Stock were sold to Newcourt Finance and Locent. The 
aggregate gross proceeds from the sale of these warrants was approximately $3.2 
million. These warrants, at an exercise price of $.Ol per share, are exercisable 
from February 4, 2000 through February 1, 2009. 

In addition, the Company also delivered to the Warrant Agent certificates 
representing warrants to purchase en aggregate of a" additional 107,228 share.5 
Of Common Stock at an exercise price of S.01 per share (the 
Warra"ts") 

'Springing 
The SPringing Warrants may become issuable under the circumstances 

described in the following paragraph. 

If the COmPanY fails to redeem all shares of Series F Preferred, Stock prior to 
the date (the 'Springing Warrant Date") which is the earlier of (i) the date 
that is sixty days after the date on which the Company closes an underwritten 
primary offering of at least $200 million of its Cormon stock pursuant to en 
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effective registration statement 
2001, 

under the Securities Act or (ii1 February 4. 
the Warrant Agent is authorized to issue the Springing Warrants to the 

Eligible Holders las defined in the warrant agreement) of the Series E and 
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Series F Preferred Stock. I" the event the Company has redeemed all outstanding 
shares of Series F Preferred Stock prior to the Springing Warrant Date, the 
Spri"gi"g warrants will "or be issued and the Warrant Agent will return the 
cercificatee to the Company. To the excenr the Company exercises its oprio" to 
exchange all of the Series F Preferred Stock for Exchange Debentures priot co 
the Springing Warrant Date, the Springing Warrants will not become issuable. 
Therefore, es the future issuance of the Springing Warrants is entirely within 
the control of the Company and the likelihood of their issUe"ce is deemed to be 
remote. no value has been ascribed to the Springing Warrants. 

m  connecxio" with the April 30, 1999 issuance of additional shares of the 
Series E Preferred Stock, "an-ants to purchase a" aggregate of 60,353 shares of 
Common Stock were issued to Newcourt Finance and First Union. The aggregate 
gross proceeds from the sale of these warrants was approximately $9.1 million. 
These warrants, at an exercise price of 5.01 per share. are exercisable from 
February 4, 2000 through February 1, 2009. 

options 

Prior to the establishment of the present holding company structure, during 1996 
and 1997, KMC Telecom granted options to purchase shares of its common stock, 
par value 5.01 per share :"KMC Telecom Common Stock"l, to employees pursuant to 
the KNC Telecom Stock Option Plan. 

I" order co reflect the establishment of the holding company structure, on June 
26. 1998, the Board of Directors adopted a new stock option plan, the KMC 
Holdings Stock Option Plan (the "1998 Plan"), which authorizes the grant of 
options to purchase Common Stock of the Company. The 1998 Plan was approved by 
the stockholders, effective July 15, 1998. I" September 1998. the Company 
replaced the options to purchase KMC Telecom Common Stock previously granted 
under the KMC Telecom Stock Option Plan with options to purchase Common Stock of 
the Company granted under the 1998 Plan and granted options to additional 
employees of the Company under the 1998 Plan. 

The 1998 Plan, which is administered by the Compensation Committee of the Board 
of Directors of KMC Holdings, provides for various grants to key employees, 
directors. affiliated members or other persons having a unique relationship with 
the Company excluding Kamine and any person employed by Nassau Capital or any 
Nas*au affiliate. Grants may include, without limitation, incentive stock 
options, non-qualified stock options, stock appreciation rights, dividend 
equivalent rights, restricted stocks, purchase stocks, Performance shares.a"d 
performance unite. The Compensation Committee has the power and authority co 
designate Keciplents of the options and to determine the terms, conditions, and 
limitations of the options. 

Dnder the 1998 Plan, oprions to purchase 600,000 shares of Common Stock of KMC 
Holdings are available for grant, all of which were allocated to the Plan as of 
December 31, 1999. No individual may receive options for more than 75,000 
shares. The exercise price of all incentive stock options granted under the 1999 
Plan must be at least equal to the fair market Value of the shares o" the date 
Of geant. The exercise price of all "on-qualified stock options granted under 
the 1998 Plan must be at least 50% of the fair market value of the shares o" the 
date of grant. 

Options granted pursuant to the 199E Plan will have terms not to exceed 10 years 
end become exercisable over a vesting period as specified in such options. The 
1998 Plan will termiliate no later than ?OOB. Options granted under the 1999 plan 
are nontransferable, other than by will or by the laws of descent and 
distribution, and may be exercised during the optionee's lifetime, 
optionee. 

only by the 

The 1998 Plan provides for an adjustment of the number Of shares exercisable in 
the event of a merger, consolidation, recapitalization, 
split, stock dividend, 

change of control, stock 
combination of Shares or other similar changes, exchange 

or reclassification of the Common Stock at the discretion of the Compensation 
Committee. Pursuant to the agreement* adopted under the 1998 Plan, the greater 
of 25% of the shares granted or fifty percent of all ""vested options 
become fully vested upon a change-in-control of the Company, as defined. 

granted 
Under 

certain circumstances, such percentages may increase, 

The holders of options to acquire shares of common Stock of KMC Holdings are 
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requ i red  to enter  into ag reemen ts  with f (MC Ho ld ings  wh ich  p lace  certa in 
resrr icr ions u p o n  their  abil i ty co  sel l  o r  o therwise transfer such  shares.  II: 
the event  of terminat ion of emp loymen t  of the opt ion  ho lde r  by  the C o m p a n y  o r  

the affi l iates, the C o m p a n y  can  tepurchase al l  of the shares  o r  opt ions he ld  by  
such  indiv iduals,  genera l ly  for a n  a m o u n t equa l  to the fair va lue  of such  shares  
o r  the excess of the fair va lue  of such  opt ions over  their  exerc ise pr ice. 

In format ion o n  stock opt ions is as  fol lows: 

W E IG H T E D  
N m ! B E R  O P  S H A B E S  . A v E P . a G E  E X E R C IS E  

-- - - -_-- - - - - - -_-- - - - - - - - - - - - - - - -  
C ? ? S T A N D I N G  E X E R C IS A B L E  P R I C E  0: o?~Io*s 

The  we igh ted -average  exerc ise pr ice of O p tiO n S  exerc isab le  at Decembe r  31,  1337 ,  
1 9 9 8  a n d  1 9 9 9  is 550,  $ 2 2  a n d  $26,  respect ively, a n d  the we igh ted -average  fair 
va lue  of opt ions g ran ted  du r ing  1997 ;  1 9 9 8  a n d  1 9 9 9  we re  $49,  $ 1 1 4  a n d  $ 1 3 4  pe r  
share,  respect ively. 

The  r ange  of exerc ise pr ices, n u m b e r  of shares  a n d  the we igh ted -average  
rema in ing  contractual  l ife for opt ions outs tand ing as  of Decembe r  31,  1 9 9 9  we re  
as  fol lows: 

W E IG H T E D -  
W E IG H T E D -  

A V E R A G E  
N U M B E R  A V E R A G E  

R E M A INING 
R A N G E  O F  N U M B E R  O F  S H A R E S  E X E R C IS E  

C O N T R A C T U A L  
E X E R C IS E  P R ICES O F  S H A R E S , E X E R C IS A B L F  P R ICES 

L IFE 

$ 2 0  -  $ 4 0  2 1 9 , 7 0 0  2 1  
8 .66  

144 ,025  5  
years  

$ 1 2 5  67 ,509  
9.0 

6 .751  1 2 5  
years  

$ 2 2 5  - 5 2 5 0  14 ,833  2 9 3  9 .70  2 2 5  years  
Total  $ 2 0  - 5 2 5 0  302 ,042  

8 .79  151 ,069  2 6  years  
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During the year ended Dekember 31. 1999, non-qualified options to purchase an 
;;r~;;;; of2;:,342 shares were granted to employees at exercise prices of $125 

(2,933) and $250 (11,900). All options have 10 year terms and 
become exercisable over s five year period in equal six month increments. 

During the year ended December 31, 1996, non-qualified options to purchase an 
aggregate of 262,500 shares were granted at exercise prices of 520 (157,500 
options), $30 (52,500 options) and $40 (52,500 options). The options granted 
during 1998 are comprised of 230,500 options granted to employees and 32,000 
options granted to individuals employed by certain affiliates of the Company. 
All such options have 10 year terms. The 520 options become exercisable over a 
three year period in six month intervals commencing six months after rhe grant 
date in increments of 26.250 options each. The $30 options become exercisable in 
two increments of 26,250 options each, forty-two Andy forty-eight months after 
the grant date. The $40 options become exercisable in two increments of 26,250 
options each. fifty-four and sixty months after the g?ant date. For purposes of 
vesting, options granted in 1998 under the 1998 Plan to replace options granted 
in 1997 and 1996 under the KMC Telecom Stock Option Plan are deemed to have been 
granted on the date of grant of the options which they replace. 
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AS a result of certain anti-dilution provisions governing the conversion of 
shares of class c Common Stock into shares of Class A Common Stock, KMC Telecom 
wss required to account for the KMC Telecom Stock Option Plan as a variable 
stock option plan. Additionally, as a result of restrictions upon the holders of 
oprions granted under the 1998 Plan, including their ability to sell or 
otherwise transfer the related shares, the 1998 Plan is required to be accounted 
for as a variable stock option plan. Generally accepted accouming principles 
for variable stock option plans require the recognition of a non-cash 
compensation charge for these options (amortized over the vesting period of the 
employee options and recognized in full ss of the grant date for the 
non-employee options). Such charge is determined by the difference between the 
fair value of the common stock underlying the options and the option price as of 
the end of each period. Accordingly, compensation expense will be charged oz 
credited periodically through the date of exercise or cancellation of such stock 
optlolls, based on changes in the value of the Company's stock as well ss the 
vesting schedule of such options. These compensation charges or credits are 
non-cash in nature, but could have 'a material effect on the Company's future 
reported results of operations. 

The Company, upon cancellation of the outstanding options under the KMC Telecom 
Stock option Plan, reversed all cotipensation expense previously recorded with 
respect to such options. Additionally, to the extent the fair value of the 
Common Stock of the Company exceeded the exercise price of the options granted 
under the 1998 Plan, the Company recognized compensation expense related to such 
options over their vesting period. 

Based on the estimated fair value of the Common Stock of KMC Telecom at December 
31, 1997 and KMC Holdings at December 31, 1998 and December 31, 1999, cumulative 
deferred compensation obligations of S15.579.000, 
respectively, have been established. 

$27.906,000 and $50.972.000, 
The Company hss recognized compensation 

e%Pense aggregating $13.870.000. $7.080,000 and 529.833.000, for the years ended 
December 31, 1997; 1998 and 1999, respectively. The 199E stock option 
compensation expense of $7,080,000 reflects charges of $7,236,000 under the KMC 
Telecom Stock Option Plan through its termination in September 199Uand char&s 
of $21,190,000 related to the 1998 plan, partially offset by a credit as a 
result of the September 1998 CanCellation of the KMC Telecom stock options, 
reflecting the reversal of $21,346,000 of cumulative compensation previously 
recognized for OptiOns granted under the KMC Telecom Stqck Option Plan. 

In accordance with the provisions of Statement 123, the Company applies APS 25 
and related' interpretations in accounting for its stock option plan. If the 
Company had elected to recognize compensation expense based on the fair value of 
the OPtiOnS~ granted at the grant date ss prescribed by Ststement 
and net loss Per common share would have been the following: 

123, net loss 
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DECEMBER 31 
1997 1996 1999 

(in thousan*s, except per share mounts~ 

The fair value of each option grant is estimated on the date of grant using the 
Black-Scholes option-pricing model with the following weighted average 
.3SS"KlptlCJ~S: 

1997 1998 1999 

Expected dividend yield..................... 0% 0% 
Expected stock price volatility............. 50% 70% 
Risk-free interest rate..................... 6% 6% 
6.5% 
Expected life of options.................... 7 years 1 years 7 
years 
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The expected stock price volatility factors were determined based on an average 
of such factors,as disclosed in the financial statements of peer companies. The 
Black-Wholes option valuation model was developed for'use in estimating the 
fair value of traded options which have no vesting restrictions and are fully 
transferable. In addition, option valuation models require the input of highly 
subjective assumptzions including the expected stock price volatility. Because 
the Company's employee stock options have characteristics 
different from those of traded options, 

significantly 
and because changes in the subjective 

input assumptions can materially affect the fair value esrimate, in management's 
opinion, the existing models do not necessarily provide a reliable single 
measure of the fair value of its employee stock options. 

The Company provides on-net switched and dedicated services and resells switched 
services previously purchased from the incumbent local exchange carrier. on-net 
services include both services provided through direct connections to our own 
networks and services ‘provided by means of unbundled network elements leased 
from the incumbent local exchange carrier. 

The Company's service revenues consist of the' following: 
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10. INCOME TAXES 

AS of December 31, 1999, the Company and its subsidiaries had consolidated ner. 
operating loss carryforwards for United States income tax purposes (“NOLs”) of 
approximately $215 million which expire through 2013. Under Section 382 of the 
internal Revenue Code of 1996, as amended, if the Company undergoes a" 
"ownership change." its ability to use its preownership change NC&s (NOIs 
accrued through rhe date of the ownership change) would generally be limited 
annually to an amount equal to the product of (i) the long-term tax-exempt rate 
for ownership changes prescribed monthly by the Treasury Department and (ii) the 
value of the Company's equity immediately before the ownership change, excluding 
certain capital contributions. Any allowable portion of the preownership change 
NOLs that is not used in a particular taxable year following the ownership 
change could be carried forward to subsequent taxable years until the NOLs 
expire, usually 15 years after they are generated. AS a result of the cumulative 
effect of issuances of preferred and common stock through September 22, 1997, 
KMC Telecom has undergone a" ownership change. 

For financial reporting purposes, the Company has a" aggregate of approximately 
$109 million and 5311 million of loss carryforwards and "et temporary 
differences at December 31, 1998 and 1999, respectively. At existing federal and 
state tax rates, the future benefit of these items approximates $42 million at 
December 31. 1998 and 5121 million at December 31, 1999. Valuation allowances 
have been established eaual to the entire "et tax benefit associated with all 
carryforwards and tempo&y differences at~both December 31, 1998 and 1999 as 
their realization is uncertain. 
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The composition of expected future tax benefits at December 31, 1998 and 1999 is 
as follows: 

,in thousands, 

$ 22,914 5 83,762 

8,264 19,528 
9,797 Zl, 127 
1,513 (3.2441 

-____________________________ 
42,488 121,173 

,42.488, L121.173) 
========-======-=======-=-=-- 
5 $ 
FPFs-===---i====-=ji=--------=~ 

A reconciliation of the expected tax benefit at the statutory federal rate of 
35% is as follows: 

1997 1998 
1999 

Expected tax benefit at statutory rate.......... 
(35.01% 
State income taxes, "et of federal benefit...... 
13.81 
Non-deductible interest expense................. 
1.1 

(35.0)% 135.01% 

(2.9) (2.61 

2.0 
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Other........................................... .I .I 
.l 
Change in valuation allowance................... 37.8 35.5 
37.6 --------------------------------- 

-% -i; 
-% 

11. COMMITMENTS AND CONTINGENCIES 

Leases 

The company leases various facilities and equipment under operating leases. 
Minimum rental commitments are as follows (in thousands): 

Year ending December 31: 
2000 .......................... 
ZOOl.......................... 
2002 .......................... 
2003 .......................... 
2004 .......................... 

Thereafter ......................... 

. s 4,s 134 
. . 5,: 317 
. . 4,754 
. . 4,145 

3.302 
. 13,219 

$35,171 
===c3============ 

Rent expense under operating leases was 5478,000, $1,299.000 and 53.815.000, for 
the years ended December 31, 1997, 1998 and 1999. 
respectively. 

Litigation 

There are a number of lawsuits and regulatory proceedings related to the 
Telecommunications Act Of 1996. decisions of the Federal Communications 
Commission related thereto and rules and IegUlatiOnS issued thereunder which may 
affect the rights, obligations and business of incumbent local exchange 
carriers, competitive local exchange carriers and other participants in the 
teiecomunicarions industry in general, including the Company. 
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Purchase Commitments 

As of December 31, 1999, the Company has outstanding commitments aggregating 
approximately $96.5 million related to purchases of telecommunications equipment 
and fiber optic cable and its obligations under its agreements with certain 
suppliers and service providers. 

Employment Agreements 

The Company has etitered into employment agreements with certain of its 
executives. In addition to a base salary, 
certain incentive compensation payments, 

these agreements also provide for 
based upon completion of construction 

and attainment of specified revenues for additional networks. The Company has 
also agreed to make similar incentive compensation payments to certain other key 
employees. 

Arbitration Award 

During the second quarter of 1999, the Company recorded a 54.3 million charge to 
other expense in connection with an unfavorable arbitration award. The net 
amount due under the terms of the award was paid in full in tune 1Ygg. 

12. ACQUISITION 
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on July 11, 199:. mc Telecom acquired a network in Melbourne, Florida for a 
purchase price of $2 million in cash. The acquisition was accounted for under 
the purchase method and the purchase price approximated the fair value of the 
fixed assets acquired. Assuming the Melbourne Network had been acquired as of 
January 1, 1997, the Company's pro forma consolidated revenue and net loss for 
the year ended December 31, 1997 would have been $3,655,000 and $33.212.000, 
respectively. 

13. RELATED PARTY TKANSACTIONS 

The Company and certain affiliated companies owned by Kamine share certain 
administrative services. The entity which bears the cost of the service is 
reimbursed by the other for the other's proportionate share of such expenses. 
The Company reimbursed Kamine-affiliated companies for these shared services an 
aggregate of approximately $291,000, $136,000 and $60,000, of expense for the 
years ended December 31, 1997, 1998 and 1999, respectively. During 1999, the 
Company purchased approximately $180,000 of office furniture and leasehold 
improvements from an entity controlled by Kamine. 

From May 1, 1996 through January 29, 1998. an affiliate of the Company was paid 
a fee at an annual rare of $266,000 as reimbursement for the services of Kamine 
as Chairman of the Board of the Company. The amount of this fee was reduced to 
5100,000 per annum as Of January 29, 199B and it was terminated effective 
December 31, 1998. The fees paid for these services are included in the shared 
services payment described in the immediately preceding paragraph. 

The Company leases its headquarters office through January 2007 from an entity 
controlled by &mine. The lease provides for a base annual rental cost Of 
approximately $217,000, adjusted periodically for changes in the consumer price 
index, plus operating expenses. Rent expense recognized under this lease for the 
years ended December 31, 1997, 1998 and 1999 "as $207,000, $217,000 and 
$217,000, respectively. 

Effective January 1, 1999, the Company is entitled to utilize a Citation III 
business jet, chartered by Bedminster Aviation, 
wholly-owned by Kamine, 

LLC, a limited liability company 
for a fixed price per hour of flight time. During 1999, 

the Company paid approximately $210,000 for the use of the Citation III. The 
Company has agreed to use its best efforts to utilize the Citation III fifty 
hours per quarter during 2000. The Company is under no obligation to do so and 
has not guaranteed any financial arrangements with respect to the aircraft or to 
Bedminster Aviation, LX. 

P"rs"a"t to an agreement among the Company, Kamine and Nassau, for 1997, 1998 
and 1999 Nassau received $100,000, SlOO,OOO and $450,000, 
financial advisory fee and as compensation 

respectively, as a 
for the Nassau designees who served 

on the Board of Directors of the company. 
financial advisory fee for 2000. 

Nassau will be paid 5450,000 as a 
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As of December 31, 1998 and 1999, 
$760,000 and $575,000, respectively, 

the Company has made loans aggregating 
to certain of its executives. Such loans 

bear interest at a rate of 6% per annum and are included in other assets. 

14. NET LOSS PER COMMON SHARE 

The following table sets forth the computation of net loss per common share: 

,991 ,998 19Y” 
--------__---_------____________________---~~~~-~-~--~ 

li” fhoYSa”aS, except per share anounrri 
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options and warrants to purchase an aggregate Of 242,768, 372,885 and 496,729 
shares of common stock were outstanding as of December 31, 1997, 1998 and 1999, 
respectively, but a computation of diluted net loss per common share has not 
been presented, as the effect of such Securities would be anti-dilutive. 

15. SUPPLEMENTAL DISCLOSURE OF NONCASH INVESTING AND FINANCING ACTIVITIES 

Information with respect to noncash investing and financing activities is as 
follows: 

In connection with the Senior Discounts Notes, the Company recognized noncash 
interest expense of $25.6 and 536.4 million in 1998 and 1999, respectively. 

During 1999, the Company issued stock dividends to the holders of the Series 
E Preferred Stock and Series F Preferred Stock of 5,004 shares and 4,177 
shares, respectively. 

In 1997, certain convertible notes, including accrued interest, aggregating 
approximately .912,380,000 were converted into 123,800 shares of~series A 
Cumulative Convertible Preferred Stock of KMC Telecom. 

Ill 1997, warrants with b fair value of $1.5 million were granted to Newcourt 
and warrants with a fair value of $525.000 were granted to GECC. 

In connection with options granted to employees under the KMC Holdings Stock 
Option Plan in 1998 and 1999, and under the KMC Telecom Stock Option Plan in 
1997, cumulative deferred compensation obligations of $15.579,000, 
$27,906,000 and $50.972.000, have been established in ~1997, 1998 and 1999, 
respectively, with offsetting credits to~additional paid-in,capital. Noncash 
compensation expense of $9,014,000, $23,758,000 and $23,947,000 in 1997, 1998 
and 1999, respectively, was recognized in connection with such options. In 
connection with options granted to individuals employed by certain affiliates 
of the Company in 1997, 1998 and 1999, the Company recognized noncash 
compensation expense of $4,856,000, $4,668,000 and $5,886,000, respectively. 
In addition, during 1998 the Company cancelled all of the then outstanding 
options granted under the KMC Telecom Stock Option Plan, resulting in the 
reversal of previously recognized compensation expense of $21.3 million. 
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16. FINANCIAL INSTRUMENTS 

The following methods and assumptions were used to estimate the fair value of 
each class of financial instruments. 

Cash and Cash Equiva.lents 

The carrying amounts approximate fair value because of the short-term maturity 
of the instruments. 

Investments Held for Future Capital Expenditures 

The carrying amounts and fair value are reported at amortized cost since these 
securities are to be held to maturity. 

Long-Term Debt 

The carrying amount of floating-rate long-term debt approximates its fair value. 
The fair value of the Company's fixed-rate long-term debt is estimated using 
discounted cash flows at the Company's incremental borrowing rates. 
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Redeemable Equity 

The fair value of the Company's redeemable equity instruments are estimated to 
be the amounts at which the holders may require the Company to redeem such 
securities, adjusted using discounted cash flows. 

Interest Rate swap 

At December 31, 1999, the Company had an interest rate swap agreement to reduce 
the impact on interest expense of fluctuations in interest rates on a portion of 
its variable rate debt. The effect of this agreement is to limit the Company's 
interest rate exposure on a notional amount of debt of $125 million. The fair 
value was estimated as the amount the Company would receive if the swap 
agreement was terminated ar December 31, 1999. 

Estimated Fair Values 

The carrying amounts and estimated fair values of ihe Company's financial 
instruments are as follows li" millions): 

5 86.0 5 86:o 

Financial instruments that potentially subject the Company to significant 
concentrations of credit risk consist principally of cash investments and 
accounts receivable. The Company places its cash investments with major 
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financial institutions. With respect to accw”tS receivable, the Company 
performs ongoing credit evaluations of its customers' financial conditions and 
generally does not require collateral. NO individual customer accounted for more 
than 10% of revenue, excluding reciprocal compensation revenue, as described 
below, for any of the years ended December 31, 1997, 1999 or 1999. 

The Company maintains interconnection agreements with the major incunlbent local 
exchange carriers I"ILECs"1 in each state in which it operates. 
things, 

Among other 
these contracts govern the reciprocal amounts. to be bilied by 

competitive carriers for terminating local traffic of Internet service provid&rs 
("ISPs") in each state. SLECs around the country have been contesting whether 
the obligation to pay reciprocal compensation to competitive local exchange 
carriers should apply to local telephone calls from a" IUC's customers to Isps 
served by competitive local exchange carriers. The ILECs claim that this traffic 
is interstate in nature and therefore should be exempt from compensation 
arrangements applicable to local intrastate calls. Competitive local exchange 
carriers have contended that the interconnection agreements provide no exception 
for local calls to ISPs and reciprocal compensation is therefore applicable. The 
ILECs have threatened to withhold, and in many cases have withheld, reciprocal 
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compensation to competirive local exchange carriers foi the transport and 
termination of these calis. During 1996 and 1999, the Company recognized revenue 
feom these x,ECs of approximately 52.9 million and S9.7 million, or 12.95 and 
15.1% of 1998 and 1995 revenue, respectively, for these services. Payments Of 
approximately $135,000 and 51.6 million were received from the ILECs during 1998 
and 1995, respectively. 

The Company determined to recognize this revenue because management concluded, 
based upon all of the facts and CirC~stances available to them at the time, 
including numerous state public service commission and state and federal court 
decision3 upholding competitive local exchange carriers' entitlement to 
reciprocal compensation for such calls, that realization of those amounts was 
reasonably assured. On October 13, 1999. however. the Louisiana Public Service 
Commission ruled that local traffic to Internet service providers in Louisiana 
is not eligible for reciprocal compensation. As a result of that ruling, 
management determined that the Company could no longer conclude that realization 
of amounts attributable to reciprocal compensation for termination of local 
calls to Internet service providers in Louisiana was reasonably assured. 
Accordingly, the Company recorded a" adjustment to reduce revenue in the quarter 
ended September 30, 1999, which reversed all reciprocal compensation revenue 
previously recognized related ro Internet service provider traffic in Louisiana 
for the entire year of 1998 and for the first nine months of 1999. The 
adjustment amounted to 54.4 million, of which 51.1 million relates to the year 
ended December 31, 1998 and $3.3 million relates to the nine months ended 
September 30. 1999. 

South Carolina has also ruled that ILECs are not obligated to pay reciprocal 
compensation for termination of local calls to ISPs. AS a result, unless that 
decision is reversed we will not recOg"ize revenue for such calls in South 
Carolina. 

Currently, over 30 state commissions and several federal and state courts 
have ruled that reciprocal compensation arrangements do ~apply to calls ro ISPs, 
while four jurisdictions have ruled to the contrary. A number of these rulings 
are subject to appeal. Additional disputes Over the appropriate treatment of ISP 
traffic are pending in other states. 0" February 26. 1999, the Federal 
Comnunlcations CornmisSion issued a declaratory ruling determining that ISP 
traffic is interstate for jurisdictional purposes, but that its current rules 
neither require nor prohibit the payment of reciprocal compensation for such 
calls. I" the absence of a federal rule, the Federal Communications Commission 
determined that state commissions have authority to interpret and enforce the 
reciprocal compensation provisions of existing interconnection agreements, and 
to determine the appropriate treatment of ISP traffic in arbitrating new 
agreements. 'The Federal Communicarions Commission also requested comment on 
alternative federal rules to govern compensation for such calls in the future. 
In response to the Federal Communications Commission ruling some ILECs have 
asked state commissions to reopen previous decisions requiring the payment of 
reciprocal compensation on ISP calls. Some ILECs and some competitive local 
exchange carriers appealed the Federal Communications Commission's declaratory 
ruling to the United States Court of Appeals for the Dislrict of Columbia 
Circuit, ~which issued a decision on March 24, 2000, 
ruling. The court 

vacating the declaratory 
stated that the Federal Communications Commission had not 

adequately explained its cO"ClUsi0" that calls to ISPs should "or be treated as 
local traffic for reciprocal compensation purposes. Management views this 
decision as favorable. but the court's direction to the Federal Communications 
Commission to re-examine the issue will likely result in further delay in the 
resolution of pending compensation disputes, and there can be no assurance as to 
the ultimate outcome of these proceedings. 

The Company accounts for reciprocal com@ensation with the ILECS; 
activity associated with the disputed ISP traffic, 

including the 

the terms of its interconnection agreements 
as local ~traffic pursuant to 

Louisiana and South Carolina. 
in all .jurisdictions other than 

Accordingly, revenue is recognized in the period 
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that the traffic is terminated. The circumstances surrounding the disputes are 
considered by management periodically in determining whether reserves against 
unpaid balances are warranted. As of December 31, 1999, no reserves have been 
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considered necessary by management. 

17. SUPPLEMENTAL GUARANTOR INFORMATION 

I" May 1999, KMC Holdings sold S275,000,000 aggregate principal amount of Senior 
notes. fwc Telecom Financing Inc. (the "Guarantor"), 
of the Company, has fully and unconditionally 

a wholly-owned subsidiary 

obligations under these notes. 
guaranteed the Company's 

Separate financial statements and other 
disclosures of the Guarantor are not presented because managemenr determined the 
information is not material to investors. 
of the Guarantor to make distributions 

NO restrictions exist on the ability 
to the Company except to the extent 

provided by law generally (adequate capital to pay dividends under corporate 
laws, and restrictions contained in the Company's credit facilities. The 
following condensed consolidating financial information presents the results of 
operations, 
basis), 

financial position and cash flows of K.MC Holdings (on a stand alone 
the guarantor subsidiary (on a stand alone basis), 

subsidiaries (on a combined basis) and the eliminations 
the non-guarantor 

necessary to arrive at 
the consolidated results for the Company at December 31, 1999 and for the year 
then ended. The "on-guarantor subsidiaries include KMC Telecom, KMC Telecom ~II, 
KMC Telecom III, KMC Telecom Virginia, Inc. and KMC Telecom Financial Services 
LLC icollectively, the "Non-Guarantor Subsidiaries"). 

66 

GUARANTOR/NON-GUARANTOR CONSOLIDATING EnLANCE SHEET 
DECEMBER 31, 1999 

(IN THOUSANDS) 
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GUARANTOR/NON-GUARANTOR CONSOLIDATING STATEMENT OF OPERATIONS 
YEAR ENDED DECEMBER 31, 1999 

(IN THOUSANDS) i 

__ __ __ 
__ ----- _ ____ __ _______ ___ -______ __ 

-_ 
__ 
-_ __ 

__ ._________ 
t....:::ii 
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GUARANTOR/NON-GUARANTOR CONSOLIDATING STATEMENT OF CASH FLOWS 
YEAR ENDED DECEMBER 31, 1999 

(IN THOUSANDS, 
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18. SUSSEOOENT EVENTS 

Amended Senior Secured Credit Facility 

During the first quarter of 2000, mc Teleco", KMC Telecom II, KMC Teleco" of 
Virginia and KMC Telecom III (the "Borrowers"), amended, restated and combined 
the Senior Secured Credit Facility and the Lucent Facility by entering into a 
$700 million Loan and Security Agreement (the "Amended Senior Secured Credit 
Facility”) with a group of lenders led by Newcourt Commercial Finance 
Corporation, GE Capital, Canadian Imperial Sank of Commerce ("CIBC"), First 
Union National Bank and Lucent Technologies, Inc. (the “Lenders”). 
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The Amended Senior Secured Credit Facility includes a $175 million reducing 
revolver facility (the "Revolver"), a 573 million term loan ithe "Term Loan") 
and a $450 million term loan facility (the "Lucent Term Loan"). 

The Aevolver 'will mature on April 1, 2007. Proceeds from the Revolver can be 
used to finance the purchase of certain equipment, transactlcm costs and, upon 
attainment of certain financial conditions, for working ,capital and other 
genera1 corporare purposes. The aggregate commitment of the Lenders under the 
Revolver will be reduced on each payment date beginning April 1, 2003. The 
initial quarterly commitment reduction is 5.0%. 
2003 and increasing to 6.25% on July 1, 2004, 

reducing to 3.75% on July 1, 
and further increasing to 7.50% on 

July 1, 2006. Commencing with the fiscal year ending December 31, 2001, the 
aggregate Revolver conrmitment will be further reduced by a" amount equal to 50% 
of excess operating cash flows (as defined in the Facility) for the prior fiscal 
year until the Borrowers achieve certain financial conditions. The Borrowers 
must: pay an annual commitment fee on the unused portion of the Revolver ranging 
fro" .75% to 1.25%. 

The Term Loan is payable in twenty consecutive quarterly installments of 
5188.000 beginning on April 1, 2002 and two final installments of $35.6 million 
each on April 1, 2007 and July 1, 2007. Proceeds ~from the Term Loan can be used 
to finance the purchase of certain equipment, transaction costs, working capital 
and other general Corporate purposes. 

The Lucent Term Loan provides for an aggregate commitment of up to $450 million. 
Proceeds from the Lucent Term Loan can be used to purchase Lucent products or to 
reimburse the Borrowers for Lucent products previously purchaased with cash or 
other sources of liquidity. The Lucent Term Loan will mature on July 1, 2007 and 
has required quarterly amortization beginning on July I, 2003 of 5%. The 
amortization decreases to 3.75% per quarter beginning on October 1, 2003, 
increases to 6.25% on October 1, 2004 and further increases to 7.50% on October 
1. 2006. An annual commitment fee of 1.50% is payable for any unused portion of 
the Lucent Term Loan. 

The Amended Senior Secured Credit 
Borrowers' option, 

Facility will bear interest payable at the 
at Ial the "Applicable Base Rate Margin" (which generally 
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ranges from 2.001 co 3.25%: plus the greater of (il the administrative agent's 
prime rate or iii) the overnight federal funds rate plus .5% or ,b, rhe 
"Applicable LTBDR Margin" (which generally ranges fro" 3.00% t.0 4.25%) plus 
LISDR, as defined. *'Applicable Base Race Margin" interest is payable quarterly 
while "Applicable LISOR Margin" interest is payable at the end of each 
applicable interest period or at least 'every three months. If a payment default 
were to occur, the interest rate will be increased by four percentage points. If 
any other event of default shall OCC"=, the interest rate will be increased by 
two percentage points. 

WC Holdings has unconditionally guaranteed the repayment Of the Amended Senior 
Secured Credit Facility when such repayment is due, whether at maturity, upon 
acceleration. or otherwise. K&K! Holdings has pledged the shares of each of the 
Sorr~ers to the Lenders to collateralize its obligations under the guaranty. In 
addition, the Borrowers have each pledged all Of their assets to the Lenders. 

The Amended Senior Secured Credit Facility contains a number of affirmative and 
negative covenants. including a covenant requiring the Borrowers to obtain cash 
capital contributions from KMC Holdings of at least $185 million prior to April 
1, 2001. KMC Holdings has secured a financing commitment fro" Lucent for $100 
million in PIK Preferred stock towards this requirement and currently 
contemplates raising the $85 million balance through private or public sales of 
securities in the capital markets. Additional affirmative and negative covenants 
include, among others, restricting the ability of the Borrowers to consolidate 
or merge with any person, sell or lease assets not in the ordinary course of 
business, sell or enter into long term leases of dark fiber, redeem stock, pay 
dividends or make any other payments (including payments of principal or 
interest on loans) to I(MC Holdings, create subsidiaries, transfer any permits or 
liCe"SeS, or incur additional indebtedness or act as guarantor for the debt of 
any person, subject to certain conditions. 

The Borrowers are required to comply with certain financial tests and maintain 
certain financial ratios, including, among others, a ratio of total debt to 
contributed capital, certain minimum revenues, maximum EBITDA losses and minimum 
EBITDA, maximum capital expenditures and minimum access lines, a maximum total 
leverage ratio, a minimum debt service coverage ratio, a minimum fixed charge 
coverage ratio and a maximum consolidated leverage ratio. The covenants become 
more rescrlmive upon the earlier of (il March 31, 2002 and (ii) after the 
Borrowers achieve positive ESITDA on a combined basis for two consecutive fiscal 
quarters and a total leverage ratio las defined) equal to or less than S to 1. 
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Failure to Satisfy any Of the financial covenants will constitute an event of 
default under the Amended Senior Secured Credit Facility permitting the Lenders, 
after notice, to terminate the commitment and/or accelerate payment Of 
outstanding indebtedness. The Amended Senior Secured Credit 
includes other customary events of default, 

Facility also 
including, without limitation, a 

cross-default to other material indebtedness, 
bankruptcy, 

material undischarged judgments, 
loss of a material franchise or material license, breach of 

representations and warranties, a material adverse change, and the occurrence of 
a change of control. 
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Independent Auditors' Report on Schedules 

The Board of Directors and Stockholders 
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KMC Telecom Holdings, Inc. 

We have audited the consolidated balance sheets of KMC Telecom Holdings, Inc. as 
of December 31, 1996 and 1999 and the related consolidated statements of 
operations, redeemable and nonredeemable equity and cash flows for the years 
then ended. Cur audit report issued thereon dated January 31, 2000, except for 
note 18, as to which the date is March 28, 2000, is included elsewhere in this 
Form 10-K. Our audit also included the financial statement schedules listed in 
Irem 14(a) of thu Form 10-K. These schedules are the responsibility of the 
Co"p?."y's management. Our responsibility is to express an opinion based on our 
audits. 

In our opinion, the financial statement schedules referred to above, "he" 
considered in relation to the basic financial StaCements taken as a whole, 
present fairly, in all material respects the information set forth therein. 

/s/ ERNST & YOUNG LLP 

MefroPark, New Jersey 
January 31, 2000, except for Note 9, 

as to which the date is March 28, 2000 

72 

SCHEDULE I - Condensed Financial Information of Registrant 

KMC Telecom Holdings, Inc. 
(Parent company1 

Condensed Balance Sheets 
(in thousands1 

ACCOY”CP PB~able.......................................................,. 
RCETY.d ex~s”Jes..............................1........................,. 
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See accompanying notes. 
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KMC Telecom Holdings, Inc. 
,(Parent Company) 

Condensed Statements of Operations 
(in thousands) 

____ -.___ 
__ 

--__ ---__ 
__ 
__ 
__ 
__ __ 

See accompanying notes. 
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KMC Telecom Holdings, Inc. 
(Parent Company) 

Condensed Statements of cash rlows 
(in thousands) 
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